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Learning Objectives
After studying this chapter, you should be able ro:
1. Explain the uses and limitations of a balance sheet.
PERTORN-A| UL PE PR IV NES SN ININES
2. ldentify the major classifications of the balance sheet.
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3. Prepare aclassified balance sheet using the report and account formats.
ol 2asykog yuyanll 4as)b alaseiwl Lgdl 2l slae]
balance Sheet
The balance sheet, sometimes referred to as the statement of Financial Position, reports the assets,
liabilities, and stockholders’ equity of a business enterprise at a specific date.
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This financial statement provides information about the nature and amounts of investments in enterprise
resources, obligations to creditors, and the owners’ equity in net resources. It therefore helps in predicting
the amounts, timing, and uncertainty of future cash flows.
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Usefulness of the Balance Sheet

By reporting information on assets, liabilities, and stockholders’ equity, the balance sheet provides a basis

for computing rates of return and evaluating the capital structure of the enterprise. Analysts also use

information in the balance sheet to assess a company’s risk and future cash flows. In this regard, analysts
use the balance sheet to assess a company’s liquidity, solvency, and financial flexibility.
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® liquidity describes the amount of time that is expected to elapse until an asset is realized or

otherwise converted into cash or until a liability has to be paid
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® Solvency refers to the ability of a company to pay its debts as they mature. Companies with
higher debt are relatively more risky because they will need more of their assets to meet their
fixed obligations (interest and principal payments).
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® Lliquidity and solvency affect a company'’s Financial Flexibility, which measures the ability of an

enterprise to take effective actions to alter the amounts and timing of cash flows so it can respond
to unexpected needs and opportunities. Generally, the greater an enterprise’s financial flexibility,
the lower its risk of failure.
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Limitations of the Balance Sheet

Some of the major limitations of the balance sheet are:
® Mostassets and liabilities are reported at historical cost.
® Companies use judgments and estimates to determine many of the items reported in the balance
sheet.
® The balance sheet necessarily omits many items that are of financial value but that a company
cannot record objectively.
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Classification in the Balance Sheet

To classify items in financial statements, companies group those items with similar characteristics and
separate items with different characteristics. For example, companies should report separately:
1. Assets that differ in their type or expected function in the company’s central operations or other
activities.
2. Assets and liabilities with different implications for the company’s financial flexibility.

3. Assets and liabilities with different general liquidity characteristics.
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The three general classes of items included in the balance sheet are assets, liabilities, and equity.
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Companies then further divide these items into several sub classifications
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Assets

Liabilities and Owners’ Equity

Current assets

Current liabilities

Yylaall Jgual Uyl SlelIY
Long-term investments Long- term debt
2 gl ol Lediat J2N gl (g0l
Property, plant, and equipment Owners’ (stockholders’) equity
Sldally aall (2SI LS Jya

Intangible assets

Other assets

3 3
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Current Assets

Current assets are cash and other assets a company expects to convert into cash, sell, or consume either in
one year or in the operating cycle, whichever is longer. The operating cycle is the average time between
when a company acquires materials and supplies and when it receives cash for sales of the product (for
which it acquired the materials and supplies). The cycle operates from cash through inventory,

production, receivables, and back to cash.
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Current assets are presented in the balance sheet in order of liquidity. The five major items found in the

current assets section, and their bases of valuation, are shown below:
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Basis of Valuation ewdi)! | wlewl

Cash and cash equivalents

Fair value

LelidlSas Lyuaill

Uslall degall

Short-term investments

Generally, fair value
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Receivables Estimated amount collectible
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Inventories Lower-of-cost-or-net realizable value\market
ll J51 Legel Bl /88Lall Aaaoell 2agall of 211

Prepaid expenses

Cost

n
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Cash. Cash is generally considered to consist of currency and demand deposits (monies available on

demand at a financial institution). Cash equivalents are short-term highly liquid investments that will

mature within three months or less. A company must disclose any restrictions or commitments related to
the availability of cash.
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Balance sheet

Current assets ol il J o]

Cash auadl XXX

Restricted cash and investments*

Bugall Auadlly ol Lediu]

* restricted cash and investments. Restricted cash and investments consist of certificates of deposit

restricted as collateral for arrangements and debt service with interest rates ranging from 4% to 5.5%
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Short-Term Investments: All equity securities are recorded at fair value with changes reported in net

income
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Companies group investments in debt securities into three separate portfolios for valuation and reporting
purposes:
® Held-to-maturity: Debt securities that a company has the positive intent and ability to hold to
maturity.
® Trading: Debt securities bought and held primarily for sale in the near term to generate income
on short-term price differences.
® Available-for-sale: Debt securities not classified as held-to-maturity or trading securities.
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A company should report trading securities as current assets. It classifies individual equity investments
and held-to-maturity and available-for-sale debt securities as current or noncurrent depending on the
circumstances (based on management's intent).
It should report held-to- maturity securities at amortized cost.
All trading and available for- sale debt securities are reported at fair value.
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Balance sheet

Current assets ol il o]

Cash and cash equivalents XXX

Short-term investments (note 2) J>Y1 8 ad lylaiin) 1036758

Note 2 (in part) The following schedule summaries the estimated fair value of our short-term investments

(all available- for- sale)
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Corporate notes 50471

Municipal bonds 931374

U.S. government securities 54913
1036758

Receivables:A company should clearly identify any expected loss due to uncollectibles, the amount and
nature of any nontrade receivables, and any receivables used as collateral. Major categories of receivables
should be shown in the balance sheet or the related notes. For receivables arising from unusual
transactions (such as sale of property, or a loan to affiliates or employees), companies should separately
classify these as long-term, unless collection is expected within one year.
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Inventories: To present inventories properly, a company discloses the basis of valuation (e.g., lower-of-
cost-or-net realizable value or lower-of-cost-or-market) and the cost flow assumption used (e.g., FIFO or
LIFO).
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Prepaid Expenses: A company includes prepaid expenses in current assets if it will receive benefits

(usually services) within one year or the operating cycle, whichever is longer.
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Noncurrent Assets

Noncurrent assets are those not meeting the definition of current assets. They include a variety of items,
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Long-Term Investments: Long-term investments, often referred to simply as investments, normally

consist of one of four types:
1. Investments in securities, such as bonds, common stock, or long-term notes.
2. Investments in tangible fixed assets not currently used in operations, such as land held for speculation.
3. Investments set aside in special funds, such as a sinking fund, pension fund, or plant expansion

fund. This includes the cash surrender value of life insurance.
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4. Investments in nonconsolidated subsidiaries or affiliated companies.
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Property, Plant, and Equipment: Property, plant, and equipment are tangible long-lived assets used in

the regular operations of the business. These assets consist of physical property such as land, buildings,
machinery, furniture, tools, and wasting resources (timberland, minerals). With the exception of land, a
company either depreciates (e.g., buildings) or depletes (e.g., timberlands or oil reserves) these assets
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Intangible Assets: Intangible assets lack physical substance and are not financial instruments. They

include patents, copyrights, franchises, goodwill, trademarks, trade names, and customer lists.
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Other Assets. The items included in the section “Other assets” vary widely in practice. Some include
items such as long-term prepaid expenses, prepaid pension cost, and noncurrent receivables. Other items
that might be included are assets in special funds, deferred income taxes, property held for sale, and
restricted cash or securities. A company should limit this section to include only unusual items sufficiently
different from assets included in specific categories.
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Liabilities

Similar to assets, companies classify liabilities as current or long-term.
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Current liabilities are the obligations that a company reasonably expects to liquidate either through the

use of current assets or the creation of other current liabilities. This concept includes:

1. Payables resulting from the acquisition of goods and services: accounts payable, wages payable,
taxes payable, and so on.

2. Collections received in advance for the delivery of goods or performance of services, such as
unearned rent revenue or unearned subscriptions revenue.

3. Other liabilities whose liquidation will take place within the operating cycle, such as the portion
of long-term bonds to be paid in the current period or short-term obligations arising from the
purchase of equipment.
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Companies do not report current liabilities in any consistent order. In general, though, companies most

commonly list notes payable, accounts payable, or short-term debt as the first item. Income taxes payable,
current maturities of long-term debt, or other current liabilities are commonly listed last.
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A company should fully describe in the notes any information about a secured liability—for example,
stock held as collateral on notes payable—to identify the assets providing the security.
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The excess of total current assets over total current liabilities is referred to as working capital (or

sometimes net working capital).
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Long-term liabilities are obligations that a company does not reasonably expect to liquidate within the

normal operating cycle. Instead, it expects to pay them at some date beyond that time. The most common

examples are bonds payable, notes payable, deferred income tax liabilities, lease obligations, and pension

obligations.
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Generally, long-term liabilities are of three types:

1. Obligations arising from specific financing situations, such as the issuance of bonds, long-term
lease obligations, and long-term notes payable.

2. Obligations arising from the ordinary operations of the company, such as pension obligations
and deferred income tax liabilities.

3. Obligations that depend on the occurrence or non-occurrence of one or more future events to
confirm the amount payable, the payee, or the date payable, such as service or product
warranties and other contingencies.
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Owners’ Equity

Companies usually divide the section into six parts:
®  (Capital Stock: The par or stated value of the shares issued
® Additional Paid-In Capital: The excess of amounts paid in over the par or stated value..
®  Retained Earnings: The corporation’s undistributed earnings.
® Accumulated Other Comprehensive Income: The aggregate amount of the other comprehensive
income items.
® Treasury Stock: Generally, the cost of shares repurchased.
® Noncontrolling Interest (Minority Interest): A portion of the equity of subsidiaries not wholly
owned by the reporting company
2,0 Gain
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For capital stock, companies must disclose the par value and the authorized, issued, and outstanding
share amounts.
A company usually presents the additional paid-in capital in one amount although subtotals are
informative if the source of additional capital are varied and material.
The retained earnings amount may be divided between the unappropriated (the amount that is usually
available for dividend distribution) and restricted (e.g., by bond indentures or other loan agreements)
amounts.
In addition, companies show any capital stock reacquired (treasury stock) as a reduction of stockholders’
equity.
Accumulated other comprehensive income includes such items as unrealized gains and losses on
available-for sale debt investments and unrealized gains and losses on certain derivative transactions.

Noncontrolling interest (minority interest) is also shown as a separate item (where applicable) as a part of

equity.
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Assets

Current assets

Cash

Investments (Available- for- sale)

Accounts receivable

Less: Allowance for doubtful accounts

Notes receivable

Inventories- at average- cost

Supplies on hand

Prepaid expenses

Total current assets

Long-term investments

Equity investments

Property, Plant, and equipment

Land- at cost

Building- at cost

Less: accumulated depreciation

Total property, plant, and equipment

Intangible assets

Goodwill

Total assets

Current liabilities

Notes payable to banks

Accounts payable

Accrued interest on notes payable

Income taxes payable

Accrued salaries, wages, and other liabilities

Total current liabilities

Stockholders’ equity

Paid in on capital stock

Preferred, 7%, cumulative Authorized, issued, and outstanding, 30000 shares of $10 par value

Common- Authorized, 500000 shares of $1 par value; issued and outstanding, 400000 shares

Additional paid-in capital

Retained earnings

Less: Treasury stock

Total stockholders’ equity

Total liabilities and stockholders’ equity
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Balance sheet

Assets

Liabilities and stockholders’ equity

Current assets

Current liabilities

Cash (less cash restricted for plant expansion)

Salaries and wages payable

Accounts receivable

Notes payable (short term)

Less: Allowance for doubtful accounts

Notes receivable

Receivable

Inventory

Finished goods

Work in process

Raw materials

Total current assets

Long term investments:

Preferred stock investments

Land held for future plant site

Cash restricted for plant expansion

Total long-term investments

Property, plant, and equipment

Buildings

Less: Accumulated depreciation-buildings

Intangible assets

Copyrights

Total assets
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The following accounts and there balances were given for X company

Retained earnings $147000 Common stock $255000
Inventory 105000 Dividends payable 3000
Cash 70000 Accounts payable 30000
Prepaid expenses 15000 Preferred stock 60000
Goodwill 62000 Accounts receivable, net 106000
Accrued liabilities payable 16000 Property, Plant and equipment, net 284000
Long-term note payable 102000 Short term note payable 12000
Treasury stock 3000 Unearned revenue 10000
Bond payable 15000 copyrights 5000
Requirement: Prepare the company’s classified balance sheet at December 31, 2020
Asset Liabilities
Current assets: Current liabilities:
Cash 70000 Accounting payable 30000
Accounts receivable, net 106000 Accrued liabilities payable 16000
Inventory 105000 Dividends payable 3000
Prepaid expenses 15000 Short time note payable 12000
Unearned revenue 10000
Total current assets 296000 | Total current liabilities 71000
Long- term note payable 102000
Bond payable 15000
Long term Liabilities 117000
Property, plant and equipment, net 284000 | Total liabilities
Stockholders’ Equity
Intangible assets: Preferred stock 60000
Goodwill 62000 Common stock 255000
Copyrights 5000 67000 | -treasury stock (3000)
Retained earnings 147000
Total stockholders’ equity 459000
Total assets 647000 | Total liabilities and stockholders’ equity | 647000
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The following accounts and there balances were given for X company

Retained earnings 300000 | Accrued liabilities payable 16000
Inventory 210000 | Prepaid expenses 30000
Cash 96000 | Accounts payable 60000
Short term note payable 28000 | Preferred stock 120000
Dividends payable 6000 Accounts receivable, net 212000
Long-term note payable 210000 | Property, Plant and equipment, net 568000
Common stock 500000 | Goodwill 124000
Requirement: Prepare the company’s classified balance sheet at December 31, 2020
Current assets: Current liabilities:
Cash 96000 Accounting payable 60000
Accounts receivable, net 212000 Accrued liabilities payable | 16000
Inventory 210000 Dividends payable 6000
Prepaid expenses 30000 Short time note payable 28000
Total current assets 548000 | Total current liabilities 110000
Long- term note payable 210000
Property, plant and equipment 568000 | Total liabilities 320000
Stockholders’ Equity
Intangible assets: Preferred stock 120000
Goodwill 124000 | Common stock 500000
Retained earnings 300000
Total stockholders’ equity 920000
Total assets 1240000 | Totalliabilities and stockholders’ equity 1240000
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Cassy Corporation’s balance sheet at the end of 2018 included the following items

Current assets 282000 Current liabilities $180000
Land 36000 Bonds payable 120000
Buildings 144000 Common stock 216000
Equipment 108000 Retained earnings 52800
Accumulated depreciation-buildings (36000)

Accumulated depreciation-equipment (13200)

Patents 48000

Total 568800 Total 568800

The following information is available for 2019

1. Treasury stock was purchased at a cost of $13200

2. Cash dividends of $36000 were declared and paid

3. Along-term investment in stock was purchased for $19200

4. Current assets other than cash increased by $34800. Current liabilities increased by $15600
5. Depreciation expense was $4800 on the building and $10800 on equipment

6. Net income was $66000

7. Bonds payable of $60000 were issued.

8. An addition to the building was completed at a cost of $32400

9. Patent amortization was $3000

10. Equipment (cost $24000 and accumulated depreciation $9600) was sold for $12000
Instructions:

Prepare a balance sheet at December 31, 2019
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Balance sheet December 31, 2018

Assets

Current assets * 2?2 355800

Long-term investments 19200

Property, Plant, and equipment

Land- at cost 36000

Building(144000+ 32400) 176400

Less: accumulated depreciation (36000+4800) (40800) 135600

Equipment (108000-24000) 84000

Less: Accumulated depreciation (13200-9600+10800) (14400) 69699

Total property, plant, and equipment 241200

Intangible assets

Patents 848000-3000 45000

Total assets 661200

Liabilities and Stockholders’ Equity

Current liabilities (180000+ 15600) 195600

Long term liabilites

Bonds payable (120000+60000) 180000

Total liabilities 375600

Stockholders’ equity

Common stock 216000
Retained earnings(52800+66000-36000) 82800
Total 298800
Less: Cost of Treasury stock (13200)
Total stockholders’ equity 285600
Total liabilities and stockholders’ equity 661200

*The amounts determined for current assets is computed last and is a “plug” figure.

That s, total liabilities and stockholders’ equity is computed because information is available to determine
this amount.

Because the total assets amount is the same as the total liabilities and stockholders’ equity amount, the
amount of total assets is determined.

Information is available to compute all the asset amount except current assets. Therefore, current assets

can be determined by deducting the total of all the other asset balances from the total asset balances
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BE5-1 Harding Corporation has the following accounts included in its December 31, 2014, trial balance:

Accounts Receivable $110,000; Inventory $290,000; Allowance for Doubtful Accounts $8,000; Patents
$72,000; Prepaid Insurance $9,500; Accounts Payable $77,000; Cash $30,000. Prepare the current assets

section of the balance sheet, listing the accounts in proper sequence.

Current assets

CASI et s e et s st s s s s e ees e s e res e $ 30,000
ACCOUNTS FECEIVADIE ... $110,000
Less: Allowance for doubtful aCCOUNTS.......o.oveeeeeeeeeeeeeeeeeeeeeend 8,000 102,000
IAVENTOTY oot 290,000
Prepaid insurance...........c.....cccoeevvuueee. 9,500
TOLAl CUMTENT ASSELS ..ovvvvrriveerieeiireeiieeise e isesises s st sssenseeees $431,500

BES5-2 Koch Corporation’s adjusted trial balance contained the following asset accounts at December 31,

2014: Cash $7,000; Land $40,000; Patents $12,500; Accounts Receivable $90,000; Prepaid Insurance

$5,200; Inventory $30,000; Allowance for Doubtful Accounts $4,000; Equity Investments (trading)

$11,000. Prepare the current assets section of the balance sheet, listing the accounts in proper sequence.

Current assets

CASH o $ 7,000
Equity Investments (Trading) ............cccoccuwwwwwmmcviovessssennecrevvvvveeeiiisinnsssseeeee 11,000
Accounts receivable.........cooooeveevveennn. $90,000
Less: Allowance for doubtful accounts..........cc.ccccvvnecrinnerinnecrinneriannn. 4,000 86,000
[NVENTOTY ..............,. A SRRRIRMRRRNEMIRINE || |............sss00s0csr0ssekenirs 30,000
Prepaid iNSUFANCE. ......cccoovvvvvvvioccceee e 5,200
TOtal CUMTENT ASSEIS ...coveeveenenireeeiee e ss e $139,200

BE5-3 Included in Outkast Company’s December 31, 2014, trial balance are the following accounts:

Prepaid Rent $5,200; Debt Investments (trading) $56,000; Unearned Fees $17,000; Land (held for

investment) $39,000; Notes Receivable (long-term) $42,000. Prepare the long-term investments section

of the balance sheet.

Long-term investments

DDt INMVESTMENTS <o s s s e s e s s sens $ 56,000

Land held for iNVESEMENT c...c..eeeeeeeeeeeeeeeeeee e eee e eeeeee 39,000

Note receivables (long-term) ... 42,000
Total iNVestments ........oocoeevevererenne. $137,000
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BE5-4 Lowell Company’s December 31, 2014, trial balance includes the following accounts: Inventory
$120,000; Buildings $207,000; Accumulated Depreciation—Equipment $19,000; Equipment $190,000;
Land (held for investment) $46,000; Accumulated Depreciation—aBuildings $45,000; Land $71,000;

Timberland $70,000. Prepare the property, plant, and equipment section of the balance sheet.

Property, plant, and equipment
LN 1o s s e s e s e s s s e s s sseses s se s s e ssereseeseereseesaend $ 71,000
BUIAINGS ....ooooo e $207,000
Less: Accumulated depreciation 45,000 162,000
EQUIPMIENT....oooi e $190,000
Less: Accumulated depreciation 19,000 171,000
TIMDErTANd.....coiiiciiccccre e 70,000
Total property, plant, and equipment ..., $474,000

BES-5 Crane Corporation has the following accounts included in its December 31, 2014, trial balance:
Equity Investments (trading) $21,000; Goodwill $150,000; Prepaid Insurance $12,000; Patents $220,000;

Franchises $130,000. Prepare the intangible assets section of the balance sheet.

Intangible assets
GOOAWIIL oo e s s e s s s s s s s seseseeras $150,000
PALENTS ..o 220,000
FrANCRISES ..ot 130,000
Total intangible assets ... $500,000

BES-6 Patrick Corporation’s adjusted trial balance contained the following asset accounts at December 31,
2014: Prepaid Rent $12,000; Goodwill $50,000; Franchise Fees Receivable $2,000; Franchises $47,000; Patents

$33,000; Trademarks $10,000. Prepare the intangible assets section of the balance sheet.

Intangible assets
GOOAWIIL e s e ves s s s s s s e s s sasnes s $ 50,000
FrANCRISES oottt e s e s e s ees e eeeseasan 47,000
PAEENITS ettt ettt et es e aeeaeeetessesessesaessenseneeseseonenns 33,000
TrAAEMATKS ....oooevieeeie et 10,000
Total intangible assets ... $140,000
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BE5-7 Thomas Corporation’s adjusted trial balance contained the following liability accounts at
December 31, 2014: Bonds Payable (due in 3years) $100,000; Accounts Payable $72,000; Notes Payable

(due in 90 days) $22,500; Salaries and Wages Payable $4,000; Income Taxes Payable $7,000. Prepare the

current liabilities section of the balance sheet.

Current liabilities
Notes payable ...............c......cccuuuuue. $ 22,500
Accounts payable ... 72,000
Salaries and wages payable ... 4,000
Income taxes payable............coooiiiiiriiiiiis 7,000
Total current Habilities ..o $105,500

BE5-8 Included in Adams Company’s December 31, 2014, trial balance are the following accounts:
Accounts Payable $220,000; Pension Liability $375,000; Discount on Bonds Payable $29,000; Unearned
Rent Revenue $41,000; Bonds Payable $400,000; Salaries and Wages Payable $27,000; Interest Payable

$12,000; Income Taxes Payable $29,000. Prepare the current liabilities section of the balance sheet.

Current liabilities
Accounts payable................c.............. $220,000
UNEArned reNt FEVENMUE............cerveeerirerirneeireeriseessesssesssssssesessesessssssssnnes 41,000
Salaries and wages payable ..., 27,000
Interest payable ............coocccceeeeees 12,000
Income tax payable.............cooiiinniieviiinessssesninnes 29,000
Total current Habilities ... $329,000

BE5-9 Use the information presented in BE5-8 for Adams Company to prepare the long-term liabilities

section of the balance sheet.

Long-term liabilities
Bonds payable...........ccccoiiciiiiiiecccceececeeec i $400,000
Less: Discount on bonds payable 29,000 $371,000
Pension liability ... 375,000
Total long-term liabilities . . $746,000
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BE5-10 Hawthorn Corporation’s adjusted trial balance contained the following accounts at December 31,
2014: Retained Earnings $120,000; Common Stock $750,000; Bonds Payable $100,000; Paid-in Capital in

Excess of Par—Common Stock $200,000; Goodwill $55,000; Accumulated Other Comprehensive Loss
$150,000; Noncontrolling Interest $35,000. Prepare the stockholders’ equity section of the balance sheet.

Stockholders’ equity

Common StOCK ..o, $750,000

Paid-in capital in excess of Par.............oocveccevcveeeccveieseereiieeecceeine. 200,000 $950,000

Retained earnings .........ccc.ccooeuvuuneee. 120,000

Accumulated other comprehensive l0ss ..., (150,000)

Stockholders’ equity — Hawthorn Corporation 920,000

Noncontrolling iNterest ... 35,000
Total stockholders’ equity.........cccccocoonriviiiinrriiiiniiiccce $955,000

BE5-11 Stowe Company’s December 31, 2014, trial balance includes the following accounts: Investment in
Common Stock $70,000; Retained Earnings $114,000; Trademarks $31,000; Preferred Stock $152,000;
Common Stock $55,000; Deferred Income Taxes $88,000; Paid-in Capital in Excess of Par—Common Stock

$174,000; Noncontrolling Interest $63,000. Prepare the stockholders’ equity section of the balance sheet.

Stockholders’ equity

Preferred STOCK ... ..ot $152,000

Common Stock ...oeeeeeeeeeeeee. 55,000

Additional paid-in capital.........ccooooiiioiniiiii 174,000

Retained earnings ..........ccc.ccooevvvuueee. 114,000

Stockholders’ equity — Stowe Company .............cccoooevvvveecciennerrvevieisnnn 495,000

Noncontrolling interest ... 63,000
Total stockholders’ equity...........cccoooevrvivviioccnnrrriiiciicccccccccceaens $558,000
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